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The Third Inevitable 

Impact of Inflation on Financial Planning 

Though not under control, making inflation assumption and factoring in the same in 
Financial Plans could be a bigger challenge for Financial Planners in the Indian economy 



Financial Planners, among the various professionals, 
face the peculiar task of dealing with the future. 
Doctors, lawyers, architects and chartered accountants 
deal with the present problems of their clients, possibly with 
a bit of pro-activeness. However Financial Planners have the 
primary responsibility of shaping a client's financial future, 
with the past and the present as their guides. The Financial 
Planners thus have the onerous task of making assumptions 
on key variables like future interest rates, inflation, client's 
income growth, equity returns etc. 

Out of these, income growth is a variable on which the 
client alone is to make a call and the planner has litde role 
except in judging the stability. Equity returns have to be 
viewed in terms of a risk premium to the prevailing interest 
rates. Interest rates are in a way tied to inflation. This makes 
future inflation an extremely important "unknown" and 



Financial Planners have no way of predicting it. At best, it 
can only be an intelligent guess. 

Death and taxes are considered to be the two inevitables 
in this world. We may well add the third, which is inflation. 
Generally, inflation is considered a more desirable evil than 
deflation, a phenomenon of generally declining prices. This 
is because inflation can be controlled by raising interest 
rates infinitely to the desired level or by increasing supply of 
goods and services. But to fight deflation, interest rates can 
be reduced only to zero and cannot go below zero. Japan's 
recent experience is a classic example. Here we need to 
understand that deflation is different form disinflation which 
refers to a fall in the rate of inflation, though prices are still 
rising. Hence the scope for fighting deflation is quite limited 
leading to lower economic activity. Inflation therefore 
becomes a necessary evil and a stark reality of life. 
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Inflation assumption has the potential to make or break 
a Financial Plan since assuming a lower value may put the 
client at the risk of insufficient resources at a future date 
and assuming a higher value may lead to exposing the 
client to undue and unnecessary investment risks. Inflation 
assumption could have a more pronounced impact over 
longer time horizons like retirement planning. 

Table 1 below shows the impact of inflation on a 
retirement corpus: 

Table 1 



Inflation assumption 


Corpus required 


4% 


76 Lakhs 


5% 


105 Lakhs 


6% 


145 Lakhs 


7% 


199 Lakhs 


8% 


274 Lakhs 



Assumptions: 

1 . Current annual expenses 

2. Return on retirement corpus 

3. Expected life expectancy on retirement 

4. Time to reach retirement 

5. Annual expenses after retirement 

6. No estate left after expected life. 



Rs.2,50,000 
8% p.a 
20 years 
25 years 

80% of pre-retirement exp. 



We find that the corpus required for 8% inflation 
scenario is more than 350% of the corpus required for 4% 
inflation scenario. Thus variations in inflation assumption 
have a pronounced effect on the results. Thus, if a person 
had anticipated only 4% inflation and it actually turns out 
to be 8%, then he would be able to survive on his funds for 
much less than 20 years. 

There is no way for us to arrive at one "particular value" 
for this all important variable as future is full of changes, 
uncertainties and surprises. So we need to consider a host of 
issues in the process of making the intelligent and informed 
guess for this variable. This article highlights the relevant 
issues to be considered in this process. 

It is common knowledge that there are various measures 
of inflation with the most common one being the headline 
Wholesale Price Index (WPI). India may be one of the very 
few countries, if not the only one, which considers the WPI 
as the common measure of inflation. WPI suffers from being 
less relevant to consumers as it does not reflect the price 
movements at their level. It also scores poorly with respect to 
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the relevance of the basket of goods whose composition and 
weightage are not updated regularly. 

There are a few consumer price indices (CPI) that are 
relevant to various groups of the population like industrial 
workers, agricultural workers, urban non-manual employees, 
rural population etc. Of these the index on the urban non- 
manual employees (UNME) may be the most relevant for 
Financial Planners as this population is likely to form the 
bulk of their clients in the near future. Though this may 
not be the perfect measure of consumer inflation, this is the 
best of the available indices that may serve our purpose. We 
usually assume inflation as 5% or 6% for the purpose of 
calculation. Is such assumption realistic and reflective of the 
likely future? 

Since we have no way of predicting the future, we shall 
first study the historical pattern and then consider other 
relevant issues in projecting the same over the future. 

Table 2 depicts the CPI (UNME) movement over various 
periods in the past derived from the cost inflation index (CII) 
released every year by the central government having regard 
to 75% of the average rise in CPI for UNME. 

Table 2 

Period CII 1 2 5 10 15 20 25 
Yrs Yrs Yrs Yrs Yrs Yrs Yrs 

2007-08 551 

2006-07 519 8.23 

2005-06 497 7.05 

2002-03 447 5.69 

1997-98 331 6.97 

1992-93 223 8.29 

1987-88 150 8.96 

1982-83 109 8.93 

Method: Rate of change of CII over the relevant period / 0.75 

As Financial Planners, we should be concerned with the 
general increase in the cost of living and not strictly the 
statistical measure of inflation. The factors that could 
influence inflation in the future are: 

Food Prices 

1. Agnation: This refers to the increase in prices of 
agricultural commodities mainly due to their use in alternate 
applications like bio fuels etc. With the prices of fossil fuels 



APRIL - JUNE 2008 | FINANCIAL PLANNING JOURNAL | 69 



MACRO ECONOMY 



hitting the roof and their non-renewable nature, the focus is 
shifting to renewable bio sources like vegetable oils, ethanol 
from corn, wheat etc. This is expected to put continuing 
pressure on the prices of food articles in future. 

2. Changingland usage pattern: More and more agricultural 
land is being converted to industrial and residential purposes 
thereby reducing the total land under cultivation and 
resultant shortfalls in food production. 

3. Other issues: Migration of rural labour to urban areas 
resulting in labour shortage and rising wages, changing 
climate patterns due to environmental degradation etc are 
also factors which could increase food inflation. 

Fuel 

Demand for petroleum products is increasing continuously, 
while availability and supply is more or less static. These 



fuels are non-replenishable and non-renewable. No major 
sources of alternate fuels have been found and the hybrid 
technologies are still at very nascent stage making little 
progress. India imports about 70% of its needs and is at the 
mercy of the international markets. Geo political issues have 
a great impact on our fuel bill. The present arrangement of 
subsidies and cross subsidies cannot go on for ever and the 
government would have to bite the bullet one day to let the 
fuel prices be market driven. 

Commodities 

Commodities worldwide are considered to be at the early 
stages of a long term bull market and are likely to remain 
firm in the foreseeable future. 

Education 

The field of education is progressing quite rapidly and the 
acceptable level of minimum education is also undergoing 
a sea change. Such advanced education will lead to 
progressively higher costs. 

Health Care 

This field is also witnessing sharp increase in costs due 
to adoption of advanced treatment facilities, better 
awareness and occurrence of newer diseases due to lifestyle, 
environmental and other reasons. Many of the diseases 
which were earlier not curable are all finding cures, though 
at a cost. 



Real Estate /Rentals 

The gap between the availability and demand for dwelling 
units is huge. Real estate prices are going through the 
roof, making acquisition of housing property increasingly 
unaffordable; rentals are likely to remain firm. 

Fringe Services 

The cost of our day to day support services provided by the 
driver, plumber, electrician, carpenter, domestic help, lawyer 
etc are all rising at above average rates due to high demand 
and hectic economic activity. 

Lifestyle 

The availability of luxury goods and our aspiration levels 
mean we are likely to spend more on the non essential goods 
and services. Mass adoption of technology like mobile 
phones, i-pods, DTH etc are resulting in 
higher expenditure for most. These are 
not considered as luxury anymore. And 
Indians now are not shy to flaunt their 
wealth in the form of Bendey Armani, 
and Rolex etc. Even beauty salons, 
overseas holidays etc. have become 
part and parcel of our every day life. 
We prefer to buy drinking water, do a treadmill rather than 
walk 

Monetary/ Fiscal 

Inflow of foreign funds and domestic liquidity are factors 
which could influence inflation. However, the recent trend 
of the central bank's inflation targeting could prove to be a 
good check against inflation through appropriate monetary 
policies. However, the scope here is also quite limited because 
too high interest rates or tight monetary policy could derail 
economic growth. Artificial price controls by government is 
really not a solution since it is passe and are sure to be frowned 
upon in today's world of liberalization & free trade. 

Conclusion 

To conclude, the practical inflation is likely to be higher than 
what the statistical measures reveal and future inflation may 
likely be higher than the historical levels if India continues to 
grow the way it is generally expected to. India's high growth 
path in the foreseeable future would result in higher income 
levels and lower resistance to rising prices. Higher incomes 
and rising prices form a vicious cycle with one feeding the 
other. Too much money chases limited goods or services. 
Financial Planners would do well to account for the above 
factors in estimating inflation so that the clients are not left 
high and dry at critical junctures. 
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THE PRACTICAL INFLATION is likely to 
be higher than what the statistical measures 
reveal and future inflation may likely be higher 
than the historical levels if India continues to 
grow the way it is generally expected to. 
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